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Thecompanieson whosebehalfI amappearingtakethefollowingpositionsrelativeto theissuesraisedin
thishearing.

I. Theysupportcontinuationoftherequirementthata productmustcontainbyweightatleast
6.5percentnonfatmilksolidsto beincludedinClassI.

II. TheysupporttheclassificationofyogurtandkefirinClassII,whetherin liquiddrinkableformor
a moreviscousspoonableform,andwhethercombinedwithjuicesorotherfoodsornot.

Ill. Theysupportcontinuingtoexcludefromthe ClassIdefinition"formulaspreparedforinfant
feedingordietaryuse(mealreplacement)thatarepackagedinhermeticaNy-sealed
containers."

IV. Theysupportaddingthefollowingtypesof products[obeexcludedfromtheClassIdefinition,
whenpackagedinhermetically-sealedcontainers:formulasforsnackreplacement;high
proteindrinks;beveragesthatcontainalcoholandarelicensedbytheTreasuryDepartment;
andpackagedmilkproductsformulatedandlabeledforanimaluse.

V. Theyopposeallproposalsnotconsistentwiththeabovepositionsincluding:

a. Thereductionoreliminationofthe6.5percentminimumnonfatsolidsstandard;
b. Theadditionofa proteinstandardalongwiththe6.5percentnonfatmilksolidsstandard,

or the replacerfientof the6.5percentstandardwitha proteinstandard;and
c. Theinclusionof wheyinapplyingthe6.5percentnonfatsolidsminimum.

Vl. Theyopposeusingasa basisforclassifyingproductsinClass1--"anyproductscontaining
milkormilkproducts- thatareintendedto beusedasa stand-alonebeverage".

Copin.qwith DrivinqForcesof Change
Beforeproceedingtotestifyontheissuesinvolvedinspecificproposals,I wantto providethecontextin
whichanydecisionscomingfromtheseproceedingsshouldbe made.



TheFederalmilkordersclassifiedpricingsystemisconfrontedwithunstoppabledrivingforcesof change
thatmustberecognizedandaddressedinanydecisionscomingfromthisproceeding.Webelievethe
factswillsupportandjustifyacontinuationof thecurrentclassificationcriteriawithsomeaddedclarityand
thespecificexclusionsfromClassI of afewspecificformulasandproductsthatdonotcompetewith
beveragemilk,butdonevertheless,utilizesignificantquantitiesof dairyfarmersmilkanddairy-derived
ingredients.

Amongthedrivingforcesof changeare:
° A continuousdeclineinfluidmilkconsumptionin faceofstrongcompetitionfroma broadrangeof

otheralternativebeveragessuchaswater,juice,softdrinks,teas,sportsdrinksandmanynew
beveragemarketentrants.Theexponentialgrowthof competitivealternativebeverages,the
substantialadvertisingandpromotionbudgetsof highlybrandedbeverages,andchanging
conceptsof"healthydrinks"areforcesto berecognizedandaddressed.Theavailabilityof
substituteandalternativebeverageshasresultedinmilksalesbeingmuchmoreresponsiveto
pricechangesthaninearlieryears.

• Quantumadvancesin ingredienttechnologyoftenmakefractionationsandderivativesof milk's
componentsmorefunctionallydesirablethanthebasecomponentfromwhichit wasdeveloped.
Wheyproteintechnologyhasspawneda growingglobalmarketforvariouswheyproteinproducts,
manyof whicharenowusedinsportsdrinksand.otherhighenergydrinksandproducts.The
forcesofingredienttechnologymakeit increasinglydifficulttodrawa distinctionaboutwhena
beveragemightbeconsidereda dairyproductbyconsumersandwhenitwouldnot. The
competitivesetformilkis notdependentonwhetherthecompetingproductcontainsa modicumof
somedairyderivedingredient.Softdrinkswithnoaddeddairyderivedingredientsarethemost
potentcompetitivealternativesandwaterandjuicesaretakingmarketshareawayfrommilkas
well. However,USDAhasnoauthorityto regulatethesehighlycompetitivealternativeproducts.
USDAneedsto beverycarefulandavoidcreatingsituationsthatwillmakethe useof non-dairy
ingredientsmoreattractivethandairy-derivedingredients.

USDAshouldapplyan"acidtest"to allproposalsandsuggestionsofferedduringthisproceeding.Thistest
iswhethertheproposalorsuggestionincreasesthedemandfor theproductinquestion,andwillit increase
ordecreasethedemandformilk-derivedingredients.Proposalsorsuggestionsthatfail thistestshouldbe
rejected.USDAshouldincludeamongitsobjectivesandgoals:permittingandencouragingdevelopment
ofdrinkableproductsthatcontaindairyingredientsandprovidespecificbenefitstoconsumersforspecific
purposesanduses;areavailabletoconsumersinoutletsanddistributionchannelswherecurrentlymilkis
oftennotavailable;andarepositionedandformulatedto providespecificnutrientsor nutritionalprofilesto
meetspecificgroupsof consumers'needs.

ThedairyandfoodindustriesandUSDAshouldbe pursuingcoursesof actionthatwillexpandthe
consumptionof milkanddrinkableproductsthatcontaindairy-derivedingredients.Thisisthecoursefor
expandingandgrowingthemarketfordairyfarmers'milkanditscomponents.However,wefearthatsome
areapproachingthisproceedingwitha desireandintentto erectbarriers,createdifficultyandgenerally,
makeitmoredifficultfornon-traditionaldrinkableproductscontainingdairy-derivedingredientsto be
marketed.

Thereasonfor priceclassification. Althougha numberof potentialreasonshavebeenofferedoverthe
yearsinsupportofclassifiedpricing,onlyonereallycapturesthetruth. PriceclassificationunderFederal
milkorderswasdesignedto obtainhigherrevenueto producersthantheywouldhavereceivedwithout
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classifiedprices.However,therenowexistssubstantialdoubtthatclassifiedpricingisorcan infact
enhanceproducerrevenues.Increasingly,thelossofrevenuefromlostsalesresultingfromthehigher
ClassIpriceisoffsettingtheadditionalrevenuegeneratedfromthehigherprice. Infact,newprice
responsivenessmeasures(elasticities)showthatthesalesofmanyproductsincludedin theClassI
categoryactuallyproducelessrevenuefordairyfarmersthantheywouldif includedina lowerpriceclass.
AmongtheClassI productsto whichthisstatementappliesare:

• Flavoredmilkin galloncontainers;
• Bothwhiteandflavoredmilksinhalfgalloncontainers;and
• Fatfreemilkingallonsandall fat levelsof milksinhalfgallons,includingwholemilk.

Federalmilkorderclassifiedpricingis agovernmentregulatoryformof a generaleconomicpricingtheory
knownas"pricediscrimination".Thiseconomicbusinesscaption---"pricediscrimination"---appliestothe
processofchargingdifferentpricesinseparatemarkets,i.e.onehigherandonelower,for identical
products,whichiswhat Federalmilkordersdo. Milkusedfordrinking(beveragemilk/ClassI) is priced
higherthanmilkusedtoproduceotherproductssuchasbutter,cheese,andothersocalledmanufactured
dairyproducts,althou.qhthemilkusedinall theproductsisthesameandisusedineachof theclasses
interchan.qeably.

Asalreadystated,the purposeofclassifiedpricingistogeneratemoretotalrevenuefordairyfarmersthan
wouldbepossibleif all theproduct(milk)wassoldatoneprice.However,inorderto generatemoretotal
revenuetwoconditionsmustbepresent.Theremustbea differenceinhowcustomersin thedifferent
marketsrespondto theprices,andthelower-pricedproductcannotbesubstitutedfor thehigherpriced
product.

First,foremostandbasictothewholeconcept,theremustbea differenceinhowcustomers
respondtothedifferin.qpricesintheseparatemarkets.If customersinonemarketacceptthehigher
priceswithoutsignificantlydecreasingconsumption,orat leastnotchangingtheirconsumptionasmuchas
theywouldin theothermarket,moretotalrevenuecanbegeneratedby increasingthe pricein themarkets
wheretheresponseislessandcharginglowerpricesin themarketswherecustomersreactmore
negativelytothehigherprices.

Thiseconomicprincipleis thebasictenetof Federalmilkmarketingordersclassifiedpricing.The
government holds that total dairy farmer revenues can be increased by charging a higher price for milk
usedforbeveragemilk(ClassI, market# 1) thanmilkusedforotherpurposes(manufactureddairy
products/market# 2)because,theycontend,consumerswilldecreasetheirconsumptionof beveragemilk
lessthantheywilldecreasetheirconsumptionof otherproductsif thosepriceswerehigher.This,we
submit,isunlikelyin today'sbeveragemarketandespeciallyinthecaseof certainproductsthatdonot
meetthefederalstandardsofidentityformilks,butcontaJnsomedairy-derivedingredientsandareoften
positionedforspecificsegmentsof themarket.

Thesecondnecessaryruleforsuccessfulpricediscriminationisthatthelowerpricedproduct
cannotbesubstitutedforthehiqherpricedproduct.Whywouldanyonepaythehigherprice,atleast
forverylong,if thelower-pricedproductwereavailable?It israwmilkof thesamequality,healthfulness,
nutritionalcontent,etc. It is indistinguishable,tt isthesamemilk,oftenfromthesamefarm,someis simply
usedforbeveragemilkandtheotheris usedforotherproducts.Noonewouldpaythe higherpriceinsuch
a circumstance-- unlessforcedto doso.Tomeetthecriteriathatthelower-pricedmilkcannotbe
substitutedfor thehigherpricedmilk,theFederalGovernmenthasbecomethe"enforcer".Itsextensive,



complicatedandheavilyenforcedrulespreventthelower-pricedmilkfrombeingsubstitutedfor thehigher-
pricedmilk. TheGovernmenttracesvirtuallyeverypoundof milkfromthefarmtotheconsumeratan
enormouscostperyear. Additionally,thecostsincurredbydairycompaniestocreateandmaintain
detailedrecordsof howthemilkis usedisalsoveryhigh.

Is the first criteria for pricediscrimination/classifiedpricing beingmet? Theansweris probablynot,
butevenmoreimportantly,is it evenintheinterestof dairyfarmersto continuethisantiquated72-year-old
federalprogramof pricediscrimination?Theonlyreasonto keepa classifiedpricingsystemisif it infact
enhancesproducerrevenues.Thereisnowsubstantialdoubtthatit does.

If producersor thegovernmentdidnotthinkpricediscrimination/classificationincreasedproducer
revenues,it wouldnotbeused.Butnownewdataandthegreatlychangingbeveragemarketraisesvery
seriousdoubtsthatdairyfarmersgetanymorerevenuebypricingrawmilkindifferentclasses.Thenew
datarevealsthatformanyClassI productsthehigherClassI pricesresultin lowertotalrevenuesfor that
productbecauseof thelargedecreaseinsales.

Totalsalesof fluidmilkhavedeclinedfromthepreviousyearin6 ofthe past8 yearsandattheendof 2004
were3 percentbelow1999'ssales,andpercapitasalesof fluidmilkhavedeclinedeveryyearsince1983
at a rateof about1percentperyear. Thisis nota newtrend. Fluidmilksaleshavesimplynotkeptpace
withtherestofthebeveragemarket.Fluidmilkis loosingmarketshareconsistentlyandregularly.
Competingproductsaregainingsharedaily. Bottledwatersalesnowexceedmilksales,asdoescoffee,
andsoftdrinks. Milkandbeersalesareaboutthesame.Newconsumerresponsivenessdatashowsthat
mostbeveragemilkproductsareconsiderablymorepriceresponsivethanpreviouslyassumedandmany
areevenmoreresponsiveto pricechangesthanthelowerpricedproductsinClassIIandIII.

Priceelasticitiesarethetraditionalmeasureof priceresponsiveness.In thecontextofthistestimony,it
shouldbenotedthatinorderto increaserevenuesbypracticingpricediscrimination/classification,there
mustbea differenceintheelasticitiesforthehigherpricedmilkandthelower-pricedmilk. Currently,there
isa hugediscrepancybetweenhistoricalmeasuresof priceelasticitiesandmorerecentdata. USDA,in its
mostrecentreportto CongressdatedJuly2004,onthenation'sgenericpromotionprogramscontended
thattheretailpriceelasticityfor fluidmilkwasa-0.098,meaninga 1.0percentincreasein theretailpriceof
fluidmilkisestimatedto reducepercapitasalesoffluidmilkbyonly0.1percent.Thisdiffersgreatlyfrom
tworecentstudies.Thesenewanalysesshowaverywiderangeofelasticitiesforvariousfluidmilk
productsandevenfinda compositeelasticityforfluidmilkthatisnearly8 timeshigherthanthatreportedby
USDA.

Dr.OralCapps,Jr.,ofTexasA&MUniversityconcludesthat:"Historicallytherehasbeena voidof
informationwithrespectto elasticitiesofdemandforfluidmilkproducts.Mostof theinformationavailable
wasbasedonanalysisof allmilk. importantly,theseanalysesoftendidnottakeintoaccountthe
competitiveforcesat workin themarketplace,wheremilkcomesinmanyformsandpackagesizes. Infact,
ina recentreporttoCongressdatedJuly1,2003,theownpriceelasticityof demandforfluidmilkwas
reportedto be-0.085(Note:theJuly1,2004reportestimates-0.098).Themarketplacereality,accordingto
thisproject,isthatfor individualmilkproductsdemandisnotnearlyso inelastic,andformanyproductsis in
factelastic."(presentationbyDr.OralCapps,Jr.,SouthwestDairyMarketingEndowedChair,TexasA & M
University,ManagingPartner,ForecastingandBusinessAnalytics,LLC,inJanuary2004,atthe
InternationalDairyFoodsAssociation'sDairyForumin BocaRaton,Florida)
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To illustratehispoint,Dr.Cappsfoundthattheelasticityforgallonsof whitemilkwas-0.5597(basicallya 1
percentincreaseinpriceresultsinnearly0.6percentdropinconsumption- still inelasticbut6 timesless
inelasticthanUSDAreports);forgallonsofflavoredmilksDr.Cappsreportsanelasticityof -1.2092- quite
elastic;forhalfgallonshereports-1.7383forwhitemilkand-2.1063for flavoredmilk- bothhighlyelastic.
(Note:Whentheelasticityexceedsoneanincreaseinpricewilldecreaseconsumptionmorethan
proportionateto thepriceincreaseandtotalrevenueswillbeless.) Dr.Cappsfoundthedemandfor
carbonatedsoftdrinks,bottledwater,andjuices/drinkswereall quiteelasticalso. Healsofoundthat
carbonatedsoftdrinksarestrongsubstitutesforbothwhiteandflavoredmilk. Hefoundthattheelasticityof
brandedmilkingallonswasnearly1for 1,i.e.a 1percentchangeinpricebroughta 1percentchangein
salesin theoppositedirection;privatelabelmilkingallonswasabout1to 0.6. Inallcases,theelasticities
werefoundto belessinelasticthanpreviouslybelieved,andinmanycases,theywereelastic.Dr.Capps
calculatedelasticitiesformilksof differingfat levelsandalsofoundthe individualelasticitiesto bemuch
greaterthanpreviouslyreported.(presentationbyDr.OralCapps,Jr.iSouthwestDairyMarketingEndowed
Chair,TexasA & M University,ManagingPartner,ForecastingandBusinessAnalytics,LLC,inSeptember
2004,at BevExpoinTampa,Florida)

Dr.LeighMaynard,at Universityof Kentucky,usingweeklydatasimilarto thatusedbyDr.Cappsbutfrom
anearliertimeperiodfoundsimilarresults.(Maynard,L.J.andDr.Liu"FragilityinDairyProductDemand
Analysis",AmericanAgriculturalEconomicsAssociationannualmeeting,Nashville,TN,August1999)

Asnotedpreviously,ClassI milksaleshavebeenindeclineformanyyears.Onehasto raisethequestion
asto whethercontinuinqthissystemmi.qhtbea seriouserrorinpublicpolicy.It seemsentirelylikelythat
withtheburgeoningintroductionsofalternativedrinksandcompetingbeveragesthatconsumersaremuch
moreresponsiveto milkpricesthantheywerefordecadespast. Additionally,it seemstotallylogicalthat
consumersdo notperceiveall ClassI productstobeequalinsatisfyingtheirneeds,andtherefore,react
differentlyto pricesinmakingdecisions.Maybe,flavoredmilksaleshavenotgrownassignificantlyas
manymayhaveexpectedbecausetheelasticitiesarehigh(-1.2forgallonsand-2.1forhalfgallons),or
maybethesehigherelasticitiesapplyto allsmallersizepackages.Ithinkthismaywellbethecase.

Clearly,extendingClassI pricin.qto bevera.qesthatarenotmilkunderthestateandfederalrules,but
containonlylimitedamountsof milk-derivedin.qredientsand/ordrinkableproductsthathavenotheretofore
beenincludedinClassl is notappropriatebasedonwhathashappenedtofluidmilksales. USDAhasan
obligationto producers,processorsandconsumerstothorouqhlystudyandevaluatethechanqesthatare
occurrinqin thebeveraqemarketandwhetheritspolicyof char.qinfla hi.qherpriceforall milksconsumed
asbeveraqesreallyhelpsdairyfarmers,orwhetherchanqin.qtherulesto includestillmoreproductswhich
arenotevenmilkisdairyfarmersbestinterest.

Additionally,USDAneedsto seriouslyevaluatewhetherdairyfarmerrevenueswillbeincreasedor
decreasedif theClassI definitionischangedtoencompassbeveragesthatcontainonfysmallamountsof
dairy-derivedingredients.Webelievedairyfarmerrevenuesaremorelikelyto bereducedthanincreased,
andthedemandfor thecomponentsofmilkwillbereducedalso.

Drs.CharlesNicholson,MarkStephensonandAndrewNovakovic,professorsat theDepartmentofApplied
EconomicsandManagementat CornetlUniversity,Ithaca,NewYork,havemodeledthemarketdynamics
of introducingnewmilk-basedbeverages.Theyconcludethatthereislittlenetadditionalrevenuestobe
generatedfordairyfarmersbyclassifyingthesenewmilk-basedbeveragesinClassI. Webelievethisis
thecasealso. Effortstocapturemoreproductscontaininglessthan6.5%nonfatmilksolidsin ClassI
shouldberejected.
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ProtectionistActionswillNotCounterBasicForcesof Competition
Althoughthereisgrowingevidencethatitmaynolongerbeindairyfarmers'bestinteresttohaveclassified
milkpricingthatisnotanissuebeforethisproceeding.WehaveprovidedextensiveeJasticitydatarelated
tofluidmilksto makethepointthatUSDAshouldnotadoptnewrulesto extendclassifiedpricingto new
productsthatcontainlimitedamountsofmilk-derivedingredientsbecausetheyareperceivedto be
competitivewithClassI milk.Toattemptto extracta ClassI priceon thesmallamountof milk-derived
ingredientscontainedincoffeedrinks,orjuiceandmilkoryogurtblendsis a substantialoverreachandcan
onlybeviewedasa protectionistaction.Theprotectionistadvocatesbelievethatclassifyingthesetype
productsinClassI willdetertheirdevelopmentandmakethemlesscompetitivewithmilk,thereby
increasingproducerrevenuesfrombeveragemilk.It isnotbasedon soundeconomicanalysis.Webelieve
dairyfarmerrevenueswilllikelybereducedbysuchprotectionistaction.

IfsuchactionsaretakenbyUSDA,it is highlylikelythattheproductsthatnowcontainsomedairy-derived
ingredientswiltbereformulatedto minimize,if noteliminate,milk-derivedingredientsbysubstitutingnon-
milkingredients,suchassoy. Thetechnologiesarenowreadilyavailableto makenon-dairyingredients
fulfillfunctionssimilartothoseofdairy-derivedingredients.Notonlyareclasspriceissuesdrivingfood
formulatorstousenon-dairyingredientsources,butalsotherecordkeepingandreportingrequirements
andpresentingrecordsforauditsbymarketadministratorsareaddedburdensthatmanyfoodprocessors
wouldpreferto avoid.Thisis anotherincentiveto usenon-dairyingredients.

Additionally,theFoodandDrugAdministration,throughitsFederal/StateCooperativeMilkProgram,is
consideringchangesto itsdairy-specifichealthandsanitaryinspectionprogramssobeveragesthatcontain
somedairy-derivedingredientsandaresimilartomilkintheiruse,wouldbesubjectto FDA's"GradeA"
milkrequirements.Thiswouldlimitdairyingredientsusedinsuchproductsto thosemeetingthe"GradeA"
inspectionrequirements,whichfroma practicalstandpoint,wouldeliminateuseofmanyimported
ingredientsthatarenowverywidelyused,astheydonotmeetFDA's"GradeA"requirements.Thiscould
includecaseinandcaseinates,concentratedproteinsandotherfractionatedcomponents,andnutrients
containedinmilkincludingsomethatarenotavailableinsignificantquantitiesfromdomesticproducers.

Thisisyetanotherincentivefor foodformulatorsto usenon-dairyingredientsin thesenewproducts.
Highercosts,morerecordkeepingandadministrativeburdens,andspecialregulatoryinspection
requirementsarelikelyto reducetheuseof dairyingredientsin thesetypeproductsagainleavinglessnet
revenuesfordairyfarmers.

USDAHasan Obliqationto AvoidOverreactinq
Therearea numberofnewproductscontainingsomemilk-derivedingredientsthathavebeenintroducedto
themarketin thepastcoupleof yearsthathavefallenshortoffoodprocessors'goalsandexpectations.
Somehavebeenwithdrawnfromthemarket.Thereareno beveragescontainingunder6.5percentnonfat
solidsthathavegainedsignificantshareof themarket.

Amongsomeoftheproductsthathavereceiveda lotofpressin the dairyindustryareNestleChoglit(no
longeronthemarket),CocaCola'sSwerve(onlylimiteddistribution),Cadbury'sRagingCow(onlylimited
distribution),Atkins'AdvantageShake(onlylimitedsuccess);andseveralbrandsof Smoothies,a blendof
juice,kefirand/oryogurt.

OnlyStarbucks'Frappuccinohaslastedandobtainedlimitedmarketpenetration.However,Frappuccino
isnota productthatcompeteswithor issubstitutedformilk. Nearly75percentofFrappuccinois
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consumedasan"am"or"pro"snack. Itcontainslessthan6.5percentbyweightof milk-derived
ingredients.It is notpositionedinthe marketplaceasacompetitivealternativeto milk. Thetopfour
reasonscitedbyconsumersasto whytheybuythisproductisthatit is "portable",it isan "indulgence/a
treat",it is a "changeof pace",andit is"funtodrink". It is mostfrequentlyconsumedina vehicle,with
consumptionat homeplacingthird. It isdisplayedinthe non-carbonatedbeveragesectionof thesoftdrink
aisleor thecoldcaseof mostgrocerystores.It is clearlya snackproductandnotanalternativeto milk
beverage.

Anotherproduct,Cadbury'sYoo-hoo,hasbeenonthe marketformanyyearsbuthasonlyachieved
meagerpenetration.Infact,the6.5percentstandardwasinsertedprimarilytoexcludethisproductfrom
Classt.

USDAhasa longhistoryof responsiblyaddressingissuesunderFederalmilkordersthatreflectmajor
changesinmarketsoroperationsandhasavoidedmakingsignificantchangesto theprogramin response
to short-termmarketphenomena.Makinga seachangedecisiononthisissueat thistimeisunwarranted
andpremature.

The6.5PercentNonfatSolidsRequirement
Thecompaniesonwhosebehalfthisstatementismadesupportthecontinuationofthe6.5percentnonfat
solidsrequirementcurrentlycontainedin theorderswithsomeaddedclarityasto howit isto be
administered.

TheUSDAdecisionthatfirstcontainedthe6.5percentnonfatmilksolidstandardis instructive:

"The6.5percentnonfatmilksolidsstandardis usedto excludefromthefluid
milkproductdefinitionthoseproductswhichcontainsomemilksolidsbutwhichare
notcloselyidentifiedwiththedairyindustry,suchaschocolateflavoreddrinksin "pop"
bottles.

Thesecompositionstandardsarechosensoas toconformascloselyas
possibletothe water,solidsandbutterfatcontentofthoseproductsspecificallylisted
in thefluidmilkproductdefinition,i.e.thetraditionalmilkbeverages.It is intended
thatthesestandardsapplyonlytomilkproducts,andonlytosuchproductsthatare
beingmarketedforconsumptionin fluidform.---

In determininqwhetherornota milkproductin fluidformfallswithinthe
compositionstandardsof thefluidmilkproductdefinition,suchstandardsshouldbe
appliedto thecompositionofthefinishedproductin its finishedform,nottothe
compositionof theproductona skimequivalentbasis.(emphasisadded)A new
productnotintendedforbeverageusemightcontainin its finishedformsomewhat
morethanthemaximumtotalsolidsspecifiedfora fluidmilkproductunderthe
adoptedcompositionstandards.Onthisbasis,theproductwouldnotfallwithinthe
fluidmilkproductdefinition.Applicationofthecompositionstandardstothisproduct
ona skimequivalentbasis,however,couldresultin theproductmeetingsuch
standardsandthusbeingdefinedasa fluidmilkproduct.

Aspointedoutbyproducersin theirexceptions,applyingthecompositions
standardstoproductsin theforminwhichmarketedcouldexcludefromthefluidmilk
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productdefinitionanewconcentratedfluidproductthatis intendedtobe consumed
asa beverageonlyafterreconstitution.Forthepresenttime,however,the
compositionstandardsshouldbeappliedto aproductin itsfinishedform. A
refinementof suchstandardsmaybeappropriateoncetherehasbeenanopportunity
toevaluatetheirapplicabilityunderactualmarketconditions.

It shouldbenotedthatundertheadoptedclassificationprovisionsaccountinq
fora newproductonotherthana skimequivalentbasiswouldbelimitedsolelyto
determininqwhetheror nottheproductmeetsthecompositionsstandardsofthefluid
milkproductdefinition.Forallotherpurposesundertheorder,theproductwouldbe
accountedforona skimequivalentbasis.(emphasisadded)

In applyingthe6.5percentnonfatmilksolidsstandard,it is intendedthatthis
standardapplyto suchsolidsinanyformexceptsodiumCaseinate"(39FR8715-
8716,March6, 1974)

OOtQ

It isclearandspecificthatthe6.5percentnonfatmilksolidsstandardisto beappliedona weightbasisto
the compositionoftheproductinitsfinishedformandnot tothecompositionof theproducton a skim
equivalentbasis.Thisis animportantdistinctionandisthe conceptwesupport.Weopposecalculating
compliancewiththe6.5percentstandardon amilkequivalentbasis.

The1974decisionhasnotbeenchanged.It hasnowbeentherulefor31years.Theseprovisionswere
explicitlyreviewedagainduringthe1998- 2000socalledFederalMilkOrderReformprocessandwas
explicitlyreconfirmedin the 1999finalrule.

"4f. ClassI Milk

Inthisfinaldecision,ClassI milkincludesallskimmilkandbutterfat
containedinmilkproductsthatareintendedtobe consumedin fluidformas
beverages,withcertainexceptions.Theseexceptionsincludeplainor sweetened
evaporatedorcondensedmilk,milkthatis usedin formulasespeciallypreparedfor
infantfeedingormealreplacementif suchproductsarepackagedinhermetically-
sealedcontainers,andanyproductthatcontainsbyweightlessthan6.5percent
nonfatmilksolids."(excerptfromUSDA'sprintedcopyof the 1999finalrule)

Retentionoftheseprovisionswasnotinadvertentnorfor lackof attention.USDAformedseveral
committeestoreviewcertainprovisionsof Federalordersandmaderecommendationsfor theSecretary's
consideration.TheFederalOrderReformClassificationCommitteerecommendedtheeliminationof the

6.5 percentnonfatmilkstandard,butitwasnotadopted,anditwasnotadoptedforgoodreason.If
eliminateditwouldhaveleftenormousdiscretiontoUSDA.Therequirementthata productmusthaveat
least6.5percentnonfatsolidsprovidesclearparametersanddefinition,bothveryimportantto a regulatory
programsuchas this.

The6.5percentnonfatmilkstandardisasappropriatetodayasitwas in1974. Itestablishesadefinitive
levelof nonfatmitksolidsthatdistinguisheswhichbeveragescontainingmilk-derivedingredientsareClass
I andwhicharenot. It is important,however,thatthemeasurementof whetherthe6.5percentstandard
hasbeenexceededcontinuetobebyweightofthefinishedproduct.It is a clearandconciserulethatcan
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beeasilyunderstoodandfollowed.Itallowstheinclusionofall formsof nonfatmilksolidstobe measured
andincludedinthedetermination.It hasbeenproposedthata milkequivalentrulebe usedto determine
whetherthenonfatmilksolidsexceedor fallbelowthe6.5percentstandard.A milkequivalentruleis
complicated,difficultto understandandcomprehendandis notasprecise.It wouldexcludesomemilk
componentsdependingon howit is appliedor it coulddoublecountsomecomponents,againdepending
onhowit iscomputed.

Milkcontainsmanymajorcomponentsandnutrients.Therefore,tocalculatemilkequivalencywhenthe
variouscomponentsareincludedinvaryingamountsinafinishedproductwoulddoublecountand
overstatethemilkequivalency.As anexample,if a productcontainscaseinates,wheyisolate,lactoseand
calcium,andif thestandardisbasedonthe amountof milkrequiredtoproducetheamountof each
componentin themilk,themilkequivalencycouldbefourtimestheappropriateamount.

Someofthe proposalsin thehearingnoticewouldreplacethe6.5 percentnonfatsolidsstandardwitha
proteinstandard.Companiessupportingthistestimonyareopposedtosucha change.

Oneof theproposalswouldsubstitutea 2.25percentmilkproteinfor the6.5percentnonfatmilksolids
standard.Thisisnotappropriateforseveralreasons.Somesaythetwostandardsareequivalentto each
other,butthisisnotthecase. Proteinisonlyoneof thecomponentsinmilk. The2.25percentprotein
standardisequivalenttotheamountof proteininskimmilkcontaining6.5percentnonfatsolids,according
to USDAstandardsforcalculatingequivalencies.(i.e.Skimmilkcontains9.0percentnonfatsolids. 34.44
percentofthat9.0percentisprotein,so theproteinin6.5percentnonfatsolidsis 2.25)Usingonlyone
nutrient,protein,asthestandardprovidesa significantlydifferentresultthanusingnonfatmilksolids.

The6.5percentnonfatmilksolidsstandardencompassesall milk-derivedcomponents.Thestandard
simplysaysthatif a productcontains6.5percentor morenonfatmilk-derivedingredientsit wouldbe Class
I,andif lessthan6.5percentitwouldnot. Milk-derivednonfatsolidscouldbecomposedof anyoneor
moreof all thecomponentsof milk.Theyarenotrequiredtobe in thesameportionsastheyarenormally
containedinskimmilk.

Ifa 2.25percentproteinstandardreplacesthenonfatmilksolidsstandardinorderto avoidClasst
classificationtheamountofmilkproteinwouldbelimitedtoa fairlylowlevelthatwouldqualifyasa good
sourceof protein,butproductscontaining10gramsof protein,the minimumamountrequiredtomakea
nutrientclaimof "high","richin",or "excellentsourceof protein",wouldbe ClassI. Usingthe 6.5percent
nonfatmilksolidsstandardwouldpermitthehighproteinclaimsto be made,andwouldfurtherstimulate
the marketforconcentrateddairyproteins.Thereisa greatdealof experimentationwiththeuseofwhey
proteinsespeciallyinsportsdrinks.Thedevelopmentofspecialhighproteindrinksshouldbeencouraged
andnotbelimitedsimplybecauseof aregulationinsertedin therulesprimarilyto protectmilkagainst
competitionfromotherpartsof thebeverageindustry.Dairyproteinsareimportantcomponentsof milkand
theiruseshouldbestronglyencouraged,notdiscouraged.

Thedairyindustryhasshackleditselfwithregulations,definitionsandmultiplerestrictionsthatimpede
innovationandcreation.Innovationandcreativityarethefoundationforeffectivecompetitionand
competitionisthestimulatingforceof marketgrowth.Levelingtheplayingfieldthroughlawsand
regulationsistheenemyof growthandprofitability.

The6.5percentnonfatmilksolidsstandardshouldnotbechangedandlimitingeffectsof a 2.25percent
milk-derivedproteinstandardshouldnotbe included.
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Classificationof Yoqurtand Kefir in ClassII
Kefirandyogurtaresimilarproductsin thattheyarefermentedbycultur withtheuseof living
microorganisms.

Ilml_,Kefir, Iowfatkefirandnonfatkefiraredefinedundertheculturedmilkproductssectionof theCode
of FederalRegulations,whereasyogurthasitsownstandardof identity.

Currently,beverageformsof theseproducts,if theycontain6.5percentnonfatmilksolidsareClassI. If
theycontainlessthan6.5percentnonfatmilksolidsor if theyarenotfordrinking,theyareClassII.

Bothyogurtandkefirareoftencombinedwithotherliquidssuchasfru.itjuices,purees,waterandother
ingredientsto providea specifictasteandtexture.Thesemixesaresometimesmarketedusingthefanciful
name"smoothie",andinsuchcasesyogurtorkefirareidentifiedasingredients,or asa productcontaining
twofoods,suchasfruitjuicesandkefiror yogurt.

Cultureddairyproductsareoneof thefastestgrowingsegmentsof thedairyindustry,about5 percentper
year,andyogurtandkefirareanchoringthegrowth.Webelieveyogurtsthatarecombinedwithother
foodsandwaterprovideandexcellentopportunityfordairyfarmerstoexpandtheuseof dairyingredients
andshouldnotbeburdenedwiththeadditionalcostsofClassI classification.

Basedona numberof factors,it isclearthatdrinkablekefirandyogurtarenotmilkanddo notcompete
withfluidmilk. Bothhavecharacterizingbacterialculturesthatmilkdoesnothave,andthesecultureshave
therapeuticbenefitsto thebodysuchascontributingtogastrointestinalhealth,improvedimmunityand
lowercholesterol.Theyarenotconsumedinlieuof milkorasasubstituteformilk. Inthecaseofkefir,it is
not boughtasabeverageto beconsumedwithfood,butratherasa snackor mealreplacementspecifically
becauseoftheprobioticculturesandthehungersatiationfeelingit providesdueto itsviscosity.These
productsarefrequentlynotsoldinthesamesectionofthestoreasmilk,theyhavea substantiattydifferent
textureandtasteprofile;andaretypicallypackedincontainersthatareintendedto beconsumed"onthe
go"inasingleserving.Consumerschoosekefirandyogurtculturebeveragesfordifferentoccasionsand
tastereasonsthanwhenconsumerselectto purchasefluidmilk. Inlightof thesedistinctdifferences,kefir
andyogurtshouldbeclassifiedinClassII foralluses.

Replacinqthe Lanquaqe"Packaqedin Hermetically-sealedContainers"with "Packaqedin
Containersthat areShelfStableatAmbientTemperatures"
Proposalnumber3 wouldreplacetherequirementthatspecialproductsthatareexcludedfromClassJbe
"packagedin "hermetically-sealedcontainers"withnewlanguage-"packagedincontainersthatareshelf
stableatambienttemperatures".Virtuallyall, if notallofthespecialformulascurrentlyexcludedfromClass
I orproposedforexclusion,aresubjectto FDA'sthermallyprocessedlow-acidfoodsregulations(21CFR
113). TheseregulationsrequireallsuchfoodswithafinishedequilibriumpHgreaterthan4.6tobe
asepticallyprocessedandpackagedinhermetically-sealedcontainers.Asa result,wearenotcertainthat
the newlyproposedlanguagewould,in reality,includeanypackagingmaterialor processnotcoveredby
FDA'slowacidfoodregulations.Wesupportcontinueduseof thecurrentcriteriathatis knownterminology
andconsistentwithFDA'sterminologyandregulations.Theonlyadditionalproductsthatthenewlanguage
mightapplyto arefoods(beverages)witha pHof 4.6or lowerthatwouldhavesufficientacidityto be
outsidethe lowacidfoodregulations.
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ExcludingCertainSpecialFormulasPreparedforSpecificUses
Priorto the1974decisiononclassification,all fluidmilkproductsthatwerepackagedinhermeticallysealed
glassorcancontainerswereexcludedfromCtassJ Inthe 1974decision,USDAchangedtheseprovisions
andconcludedthatall fluidmilkproductswhethersterilizedorunsterilizedshouldbeincludedinClassI
However,atthat_me,LJS_Aspecificallyconcluded'Evaporatedmilkan_dcondensedmilksoldforhome
useareintendedprimarilyforcookingpurposes Theyarenotconsumednormallyasa beverage Infant
anddietaryformulas,whicharebeingsoldinhermeticallysealedglassorall-metalcontainers,are
specializedfoodproductspreparedfora limiteduse Suchformulasdonotcompetewithothermilk
beveragesconsumedby thegeneralpublic Similarly,fluidproductscontainingonlya minimalamountof
nonfatmilksolidsarenotconsideredasbeingin thecompetitivesphereof thetraditionalmilkbeverages"
(39FR8715)

TheFederalOrderReformruleof 1999continuedtheexemptionandit nowreads,formulasespecially
preparedfor infantfeedingordietaryuse(mealreplacement)thatarepackagedinhermetically-sealed
containers"

Notwithstandingthislonghistoryof classificationof mealreplacementproductsinClassIt,oneof the
proposalssubmittedfor thehearingwoulddoawaywiththespecificmealreplacementexclusion Thereis
nobasisfordoingthis Althoughwebelievethephrasedietary use"includesmealreplacementproducts
suchasSlim-Fast,aproductof UnileverUnitedStatesanda partyto thistestimony,weurgeUSDAto
continueto specifymealreplacementsasa foodexemptedfromClassI Slim-Fastproductsarea true
prototypeof the"mealreplacement"exclusion Slim-Fastobservesthefollowingcriteriafor the
developmentof itsproducts,eachof whichreaffirmstheiridentityasa mealreplacement,distinctfrommilk
andotherbeverages:

• Formulatedmealreplacementproductsareintendedforuseaspartof a weightcontrol
diet;

• Whensubstitutedfornormalmealstheyhelpmaintainadequatenutritionwhilereducing
overallcaloricintake;

• Mealreplacementsareformulatedto supplyaboutonethirdof thedailyvalueforessential
vitaminsandminerals;

• Mealreplacementsareformulatedto supplyat least20%of thedailyvalueforproteinper
serving;

• Mealreplacementsareformulatedto supplya goodsourceof fiber;and
• Mealreplacementdrinksarelabeledwithinstructionsthata drinkbeconsumedinplaceof

oneor twomealsperday

Inmanyareasoutsideof milkpricingthelawdoesnottreatSlim-Fastasa beverage Forexample,ofthe
11statesthathavemandatorybottledepositlawsforbeveragecontainers(whichadda depositamount
usually5-10¢percontainerthatisrefundableuponreturnof theusedcontainer,andareintendedto
reducesolidwasteandlitter),nonerequiresuchdepositsfor SlimFastorothersimilarmealreplacement
products Finally,ACNielsen,whichtracksmarketdataforeveryproductsoldinagrocerystore,tracks
Slim-Fastin the WeightLossCategoryalongwithdietpillsandothersimilarproductspeciallyformulatedto
aidinweightloss

Theexampleof SlimFastclearlydemonstratesthewisdomof themealreplacementexclusionthathas
beena partof USDAregulationsfor31yearsandwhichshouldbepreserved
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Thosecompaniesonwhosebehalfthistestimonyis beinggivensupportthecontinuationof thelong-
standingexemptionsfor formulasfor infantfeedinganddietaryuse(mealreplacement).Theyalsosupport
expandingthetypesof productsexcludedto notonlyexcludebothdietaryusesandmealreplacementsbut
specificallyidentifyothertypesof specialformulasthatare"specializedfoodproductspreparedfora limited
use."WesuggestthatFDA'srequirementsfor foodsforspecialdietaryuseprovidea goodframeworkto
discussthissuggestion.Section411(c)(3)oftheFederalFood,DrugandCosmeticActdefines"special
dietaryuse"asaparticularuseforwhichafoodpurportsor isrepresentedto beused.Thesedivideinto
threecategorieswhichwecall---"clinical","supplemental",and"solesource".

Clinical

Supplyinga specialdietaryneedthatexistsby reasonof a physical,physiological,pathologicalor
othercondition,includingbutnotlimitedto theconditionsof disease,convalescence,pregnancy,
lactation,infancy,allergichypersensitivityto food,underweight,overweight,or theneedtocontrol
the intakeof sodium.

Supplemental
Supplyinga vitamin,mineral,orotheringredientforusebyhumanstosupplementthedietby
increasingthetotalintake.

SoleSource

Supplyinga specialdietaryneedbyreasonofbeinga foodforuseas thesoleitemof thediet.

Giventhisregulatorystructure,wesuggestthefollowingexclusions:
• Formulasespeciallypreparedfor infantfeeding- a continuationofthecurrentregulations;
• Formulasespeciallypreparedformeal,snackreplacement-mealreplacementsare

currentlyexcludedfromClassI, andwesuggestthatsnackreplacementsbe addedtothis
phrase.Therearean increasingnumberof dietaryrecommendationsthaturgeconsuming
smalleramountsoffoodata giveneatingoccasionbutconsumethesesmalleramounts
morefrequently.Asa result,manymealreplacementproductsalsoincludeitemsfor
snackstoreplacemeals;

• Formulasespeciallypreparedforhighproteindrinksandhavea proteincontentgreater
than10gramsperserving;thelevelestablishedbyFDAin21CFR101.54(b)thatmust
be metfora productto becalled"highprotein".

• Beveragesthatcontainalcoholandarelicensedbythe FederalTaxandTradeBureau,
U.S.Departmentof theTreasury;and

• Packagedmilkproductsthatarespecificallyformulatedandlabeledforanimaluse.

Webelievenoneof theseproductscompetewithor wouldreplacesalesof fluidmilkbeverages.They
wouldsimplybe additiveandcreateopportunitiesto useadditionalmilkcomponents.

Whey
Whey,a by-productof cheeseproduction,hasbecomea highlyversatilesourceof proteinformanyfoods,
someofwhicharedrinkable.Dairyfarmersarepaidforthemilkfromwhichthe cheeseis madethatinturn
generatesthewhey,whenit ispurchasedbythecheeseprocessor.It isunnecessaryandinappropriateto
trytocollecttheClassI differentialwhenit is usedinvariousdrinks.Manysportsdrinkformulationsuse
wheyproteins.Theseproductsarehighlyacidicandcontainvariousjuices,water,vitaminsandother
minerals.Oftentheydonotcontainanyotherdairycomponent.Theyarenotsubstitutesfor fluidmilk
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beveragesandcannotbeconsideredto becompetitivewithmilk. Webelievetheappropriatetreatmentis
to excludewheyandwheyproductsfromthedeterminationof the6.5 percentnonfatmilksolidsstandard.

Opposethe Characterizationof "ProductsContaininqmilkor MilkProductsThatare Intendedto be
Usedasa Stand-AloneBeveracle"
WebelieveUSDAshouldclassifyinClassI onlyspecificallydefinedproducts,eitherthosethatare
federallystandardizedorareotherwisespeciallyidentifiedanddefined.However,USDAhas,fora number
of years,usedtheundefinedandnebulouscriteriaof"productsintendedto beconsumedasbeverages."
Beveragesarenotdefinedin theactualorders,so thepresentlanguageallowsgreatlatitudeanddiscretion
to theofficialsadministeringtheprogram.

However,newcriteriaisbeingproposed---"intendedtobe usedasa stand-alonebeverage".Although
"intendedto beusedasa beverage"is quiteunspecific,thewordbeveragehasa commonandusual
meaningthathasbeenascribedto itovertimeand,of course,iscitedinvirtuallyalldictionaries.A "stand-
alonebeverage"hasnohistoryof useormeaning.It isunclearwhatvalueisaddedby thecreationof this
newterminology,orwhichproductswouldbecapturedby it thatarenotnowcoveredbythecurrent
language.Weopposeusingsuchanundefinedandindefinablecriteria.

Conclusion

Inconclusion,giventherecenttrendsinsalesof ClassI milk,webelieveUSDA'spoliciesshouldbe
focusedon promotinggrowthandinnovation,especiallyin termsofnewproducts,withinthedairycategory.
Anyeffortsto expandthereachof ClassIwillhavetheoppositeeffect,likelypromptingreformulationwith
non-dairyingredientsanddrivingupthecostsof productswhichnewresearchshowsto beincreasingly
price-sensitive.

Webelievethedevelopmentof newdairy-basedproducts,andthosecontainingdairy-derivedingredients,
arenota threatto bemetwithnewregulation,butareinfactanimportantpartof thedairyindustry'sability
to competewiththealternativebeveragesoverwhichUSDAhasnoauthority.WeurgetheDepartmentto
recognizetheseforcesin themarketplace,andnotoverreactby increasingthecostandregulatoryburden
onthosetryingtobringthebenefitsof milk,anditscomponents,to consumersthroughthenewproducts
theydesire.

Finally,I appreciatetheopportunityto appearbeforeyouandamhappyto answerwhateverquestionsyou
mayhave.

Thankyou.
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Annex

Bravo!FoodsInternationalCorporation
11300USHighway1
Suite202
NorthPalmBeach,FL33408

LifewayFoods,Inc.
6431W.Oakton
MortonGrove,IL60053

PepsiCo
555WestMonroeStreet
Chicago,Illinois60076

StarbucksCorporation
POBox34067
Seattle,WA98134-1435

Unilever
816ConnecticutAvenue,NW
Washington,DC 20006
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Biographical Information for
E. Linwood Tipton

E. Linwood Tipton is the Chairman and Chief Executive Officer of The Tipton
Group, Inc., a boutique consulting and lobbying firm located in Washington, DC. His
new firm providesconsulting,advising and advocating servicesto its clientele in a wide
variety of fields. These include mergers and acquisitions, customs and trade issues,
lobbying, managementand motivation. The Tipton Group hasan exclusiveagreement
with Rabobankto assist this large Dutch bank in mergers and acquisitionswithin the
dairy industry. Additionally, The Tipton Group, Inc. has joined forces with Prime
Consulting Group, a top sales management and merchandising firm, to help dairy
companiesdevelop, customize,and implement individual companymarketing, sales and
merchandisingstrategiesas well as training programs.

Prior to opening his firm on January 1st, 2004, Tip, as he is well known, was
President and Chief Executive Officer of the International Dairy Foods Association
(IDFA). In this capacity, he was responsiblefor managing the affairs of four of the
nation's top dairy processororganizations - Milk Industry Foundation (MIF), National
CheeseInstitute (NCI), and the International Ice Cream Association(IICA). Together,
the membersof these associationsoperatedabout 550 plants, employedabout 100,000
people,have annual salesof about $40 billion, and use about 75% of the nation's milk
suppliesto producethe productsthey sell.

Tipton is widely acclaimed as the driving force that founded the processor-
funded generic promotion program famous for the Milk Moustache"got milk?" National
Campaign. After organizing the effort, he was responsiblefor leadingthe management
of the program elements from its inception until the end of 2003. He also was
responsiblefor founding two international trade shows, the Worldwide FoodExpo, held
everyother year in Chicago,and BevExpo,also an every other year show.

Tip chaired an organization representing sugar and sweetener-usingindustries.
He founded the highly successfulSweetener Users Association'sannual international
conference (International SweetenerColloquium),which brings about 500 participants
from all parts of the world to discussand debate U.S.and world sugar policy.

He was co-founder, Chairman of the Board and Chief Executive Officer of a
restaurant/motel companythat operated30 hotel properties from 1967 until 2000 when
the companywas sold. Tip trade-markedthe Johnny AppleseedRestaurantsname and
owned and franchisedseveral in the Easternpart of the U.S.

Tip's expertise in international trade issuesled to his appointment to the National
Commissionon Agricultural Trade and Export Policycreated by Congressand President
Reagan in 1984. He has served as an advisor on trade matters to several U.S.



Addendum to

Biographical Znformation for
E. Linwood Tipton

Tip has been deeply involved in dairy and agricultural policy issues for many
years. He has testified at manyFederalmilk marketing order hearings,and has worked
extensively with multiple groups in developing and pursuing many dairy policy issues
includingFederalmilk marketingorder policies.
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